Name Last (print)___________________________________________  last 4 diigts of Social _______________
4
5


Part II of 2nd Mid Term Review Macro Policy- The new Scenario  

The World Bank analysis of a large Asian country presents you with the following data and asks for your recommendations.  The current equilibrium level of output Y*a is 16,000.  Given current income and tax policies, the full employment level of income (potential output Yfe) is 20,000 because there are many more healthy skilled laborers available.  Marginal propensity to consume is .875.    They have tax on income, no induced investment or imports.  Select the correct answer from the choices below each question.  This is like moving a graph line or plotting point on an Aplia graph. The multiplier is different than you have seen and is much larger. 


1.Select the letter for the graph below which best illustrates their economic situation.



A


B


     C


       D








_____1.  What economic problems are they facing? 

A. Inflation   B. Unemployment    C. Slow economic growth    D. Hyperinflation   E. Stagflation

--------2. What is the income/output gap between equilibrium output and full employment output?

A. 1000
B. 500            
    C. 4000        D. 8000       E.________ Your calculation (on back)

3. Is the income/output gap  A. inflationary or B. Deflationary 

____4 What is the multiplier with formula?

A. 4

B. 2          
    C. 5        D. 8       E. 10 Your calculation (on back)

Show your












calculations here



 ____5.What is the upward or downward shift in Yd required to bring about price stability & full employment. 

                 A.  +1000
B. -1000          C. +500        D. -500       E. +2000    F. –2000

 ____6.What change in government spending or investment could achieve this?

                 A.  +1000
B. -1000          C. +500        D. -500       E. +2000    F. -2000

____ 7. Because the multiplier of ______ times the ΔG of ______  =  the desired change in Ya* of _________

_____8.What change in taxes could achieve this same result?

                 A.  +1142 
B. -1142         C. +571        D. -571       E. +2284    F. -2284
_____9. Because ΔTx=_____*(-1) =ΔYdi of______* MPC of____=> ΔC of _____* M of ____=> ΔYa*_____

_____10.What change in transfer payments that is politically feasible could change this?

                 A.  +1142 
B. -1142         C. +571        D. -571       E. +2284    F. -2284

Consumption & savings functions, the marginal propensity to consume and S=I equilibrium

_____1. If estimated consumption equals 800 plus .8Ya what graph best plots this C-function.


A                                B                             C                            D





_____2. If investment is 200, draw a line on (graph D) which intersects Ya so that the output level shown on the horizontal axis will equal Yd = C + I that is the aggregate spending is exactly equal to government output (assuming no government spending, no taxes, no transfer payments, etc.)?

                 A.  +.8Y
B. 800       C. 4000        D.5000       E. 6000

3. What is the marginal propensity to consume in equation 1. (above) and what is the multiplier?

_____  marginal propensity to consume

_____ multiplier

_____4 Based on your choice above, or a calculation, at what output level will the people neither be saving our dissaving.  That is, saving exacting “0” for their earning for producing output.



A                                B                             C                            D







____4. Which function below represents the savings function that is the twin of the consumption function above?

                 a..  S=Ya-C
  b. S=Ya-800         c. S=-800 + .8 Ya         d. S=Ya-800 - .8 Ya  = -800 + (1-.8)*Ya = -800+.2Ya
____5.At what level of Ya does S = Id if Id= 200. And what graph      (2 answers)

____      
a.  +.8Y      b. 800        c. 4000        d.5000       

_____6. Let us assume that savers want to save 200 more.  In this problem what is investment, saving and output at the new equilibrium?  

                 a. I =400, S =400, Ya = 6000     b. I =200, S =400, Ya = 6000     c. I =200, S = 200, Ya = 4000     d. No equilibrium
_____7. Let us assume, instead, that investors increase their investment by 200 from 200 to 400.  What is investment, savings and output? What is savings at the new equilibrium?


  a.  I =400, S =400, Ya = 6000     b.  I =200, S =400, Ya = 6000     c. I =200, S = 200, Ya = 4000     d. No equilibrium
____ 8. If Sa were greater than Id, which two of the following is likely to happen?


  a. Orders for goods will go up.     b. Orders for goods will go down     c. Output will go down    


d. Output will go up. 
           e. Unemployment will rise
            f. prices will rise

______9. At this new equilibrium where S = I = 400, what does consumption plus investment at this output?

                 a. (C= 800) + (I = 400) => C+I = 1200 < 6000  
 b. (C= 800 + .8*6000 = 5600) + (I = 400) => C+I =  6000  

VI.  Assume that we have estimated the following functions and data for an economy.
  C = 400 + .75 * Ydi

C = Consumption


 I = 400





I = Investment


G = 400





G = Government spending on goods & services


Tx = 800 





Tx = Taxes

Tr = 200





Tr = Transfer payments

Ydi = Ya – Tx + Tr




Ydi = disposable income
X = 400 





X = Exports
M = Imports

M = 500 





Yd = AE = Aggregate demand

Yd (AE) = C + I  + G + X – M


Ya = Output or GDP

 Show your work to the right. Be sure to keep all the numbers separate even though you were taught in high school to combine them all.  Remember that each number represents a possible policy variable. Combine them only at the end. Circle the multiplier in your solution. 
______1. What is the equilibrium level of output?
______2. What is the multiplier that you circled above?  


a. 1
b. 2
c. 3
d. 4
  e.  5

_____ 3. What is the marginal propensity to consume?


a. 0
b.  .5
c..662/3  d.  .75
  e.  .8

_____ 4. What is the status of the government budget?


a.  deficit
b.  Surplus 
c.  balanced
d.  too high taxes   e. not enough taxes to finance needs

_____ 5. If full employment is 2400 what problem are we likely to have in the economy?


a. unemployment    b. stagflation    c.  inflation    d. slow growth    e. frictional unemployment

_____ 6. What is the inflationary or recessionary (income) gap as used in the book?


a. + 50

b. -50

c. -200

d. +200
e. + 3400

_____ 7. What is the shift in AE (Yd) or autonomous spending that will help correct any economic problems?


a. +200
b.  -200
c.  -50

d. -40

e. +50

_____ 8. If possible, what change in government will spending to correct the economic problems?


a. +40
            b.  -200
c.  -50

d. –662/3

e. +50

_____ 9. What changes in taxes are necessary to correct the economic problem?


a. cut tx by 662/3       b. increase tx by 662/3       c. cut tax by 200       d. increase tax by 200

_____ 10. Why is there a difference between the change in taxes and the change in government spending?


a. High cost of collecting taxes 
b. Some increase in taxes are “paid” by reducing savings 

 
c. some taxes are used for saving 
d. Taxes are collected from people who have a lower MPC.


 _____ 11. What change could the government do quickly to transfer payments if politically possible?


a. cut by 50
b. cut by 662/3      c. raise by 50       d. raise by 40
 e. raise by 662/3

_____ 12. If the demand for exports goes down by 50 what impact will this have on the economy?


a.  none
b.  ΔYa* = -200       c.  ΔYa* = + 200       d.  ΔYa* = + 50 
       e.  ΔYa* = - 50

_____ 13. If more Americans decide not to spend 50 to travel abroad this year, and instead spend the 
same amount travel in the US, what does this do to our GDP?


a.  same answer as in #12   b. ΔYa* = -250    c. ΔYa* = + 20   d. ΔYa* = + 50   e. Ya* = - 50

EXTRA CREDIT  1&  2 & 3 & 5   10 pts each  (#4 = 20)

 Estimated in numbers. We start off with tx, b, and m = 0.0 Corresponding following algebraic equations

C =  400 + .75 x Ydi 
C = C + mpc x Ydi



I =  400 + 0.0 x Ya 




 I  = I + b x Ya  (induced investment)
G =  400





G =  G

Tx = 800 + 0.0 x Ya




Tx = Tx + tx x Ya        
Tr = 200





Tr = Tr 

Ydi = Ya – Tx + Tr




Ydi = Ya – Tx + Tr

X =  400 





X =  X
M = 500 + 0.0 x Ya




M = M + m x Ya
Yd (AE) = C + I  + G + X – M


Yd (AE) = C + I  + G + X – M

mpc = marginal propensity to consume

b =coefficient of induced investment

tx = income tax rate on Ya



m = marginal propensity to import with higher Ya
1. First, using the algebraic equation on the right for the various components of GDP, solve the equation only in terms of letters.  SHOW WORK ON BACK IF NECESSARY  (10)
2. Then, check your answer by plugging in the numbers from the right hand side to see if you the same answers. (5pt)

3. If we have taxes equal to a fixed tax plus an income tax so that Tx = 400 + .2*Ya, what is now the new equilibrium level of income? New numbers.
4. What is the new multiplier in Ques. 3 and what are the economic reasons for its becoming smaller?

(20) 5. . If we have an income tax Tx = 200 + .2*Ya,  induced investments Id= 200 + .02Ya  and  ____-_____
imports grow with output  IM=500+ .12Ya, what is the new equilibrium value and multiplier?

______
 Show work on back
6.  What is the multiplier and what are the economic reasons for its becoming smaller?
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The bar over a variable indicates that we know the value and the it is exogenously determined by fiscal policy or monetary policy or by changing tastes or prices








